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Accompanying this letter is an exposure draft of a proposed statement of position
(SOP), Modification of the Limitations on Evidence of Fair Value in Software
Arrangements, that would amend SOP 97-2, Software Revenue Recognition. A
summary of the significant provisions of the proposed SOP is included in the forepart of
that document.
The purpose of the exposure draft is to solicit comments from preparers, auditors, and
users of financial statements and other interested parties.
Respondents should refer to specific paragraph numbers and include reasons for any
suggestions or comments.
Responses should be addressed to Frederick Gill, Senior Technical Manager, Accounting
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SUMMARY
This Statement of Position (SOP) rescinds the second sentences of paragraphs 10, 37, 4 1 , and
57 of SOP 97-2, Software Revenue Recognition, which limited what is considered vendor-specific
objective evidence of the fair value of the various elements in a multiple-element arrangement. This
SOP also amends certain examples in SOP 97-2 for the rescission of these sentences, and it adds
one example. All other provisions of SOP 97-2 remain in effect.
This SOP is effective for transactions entered into in fiscal years beginning after December 15,
1998.

FOREWORD
The accounting guidance contained in this document has been cleared by the Financial Accounting
Standards Board (FASB). The procedure for clearing accounting guidance in documents issued by
the Accounting Standards Executive Committee (AcSEC) involves the FASB reviewing and
discussing in public board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC's fifteen members, and
(3) a proposed final document that has been approved by at least ten of AcSEC's fifteen members.
The document is cleared if at least five of the seven FASB members do not object to AcSEC
undertaking the project, issuing the proposed exposure draft, or after considering the input
received by AcSEC as a result of the issuance of the exposure draft, issuing a final document.
The criteria applied by the FASB in their review of proposed projects and proposed documents
include the following.
1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in specialized industry
accounting, and the proposal adequately justifies the departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of applying it.

In many situations, before clearance, the FASB will propose suggestions, many of which are
included in the documents.

PROPOSED STATEMENT OF POSITION
MODIFICATION OF THE LIMITATIONS ON
EVIDENCE OF FAIR VALUE IN SOFTWARE ARRANGEMENTS

INTRODUCTION AND BACKGROUND
1.
On October 27, 1997, the AICPA Accounting Standards Executive Committee (AcSEC)
issued Statement of Position (SOP) 97-2, Software Revenue Recognition.
2.

The first t w o sentences of paragraph 10 of SOP 97-2 state the following:
If an arrangement includes multiple elements, the fee should be allocated to the
various elements based on vendor-specific objective evidence of fair value,
regardless of any separate prices stated within the contract for each element.
Vendor-specific objective evidence of fair value is limited to the following:
•

The price charged when the same element is sold separately

•

For an element not yet being sold separately, the price established by management
having the relevant authority; it must be probable that the price, once established, will
not change before the separate introduction of the element into the marketplace

3.
SOP 98-4, Deferral of the Effective Date of a Provision of SOP 97-2, Software Revenue
Recognition, deferred for one year the effective date of the second sentence of paragraph 10 of
SOP 97-2, which limited what is considered vendor-specific objective evidence of the fair value
of the various elements in a multiple-element arrangement, and passages of SOP 97-2 that reflect
the conclusion in the second sentence of paragraph 10 of SOP 97-2. This SOP rescinds or amends
those passages, as described in paragraph 4 of this SOP.

CONCLUSIONS
4.

The following changes are made to SOP 97-2.

a.

The second sentences of paragraphs 10, 37, 4 1 , and 57 of SOP 97-2 are rescinded.

b.
"Multiple-Element Arrangements—Products —Example 3 " (appendix A) of SOP 97-2 is
replaced with the following amended example.
Multiple-Element Arrangements—Products—Example 3
Facts
A vendor announces that version 2.0 of its existing version 1.0 software product
will be available in several months. The announcement states that any customer
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who purchases version 1.0 at the current $300 price before the release of version
2.0 will receive version 2.0 at no additional cost when it becomes available. The
vendor licenses version 1.0 to 100 customers after the announcement. The
vendor's pricing committee has not yet decided whether version 2.0 will be offered
to existing users of version 1.0 for $100 or for $200, and no other vendor-specific
objective evidence of the fair value of version 2.0 exists at the balance-sheet date.
Revenue Recognition
All revenue should be deferred until vendor-specific objective evidence of the fair
value of version 2.0 exists.
Discussion
Paragraph 101 [of SOP 97-2], in the Basis for Conclusions, states that AcSEC
believes that a price established by management having the relevant authority
represents vendor-specific objective evidence of fair value of an element not yet
being sold separately, provided that it is probable that the established price will not
change before the introduction of the element into the marketplace. Because the
vendor's pricing committee has not yet decided whether version 2.0 will be offered
at $100 or at $200, sufficient vendor-specific objective evidence does not yet exist
supporting the fair value of the undelivered software. As discussed in paragraph 12
of this SOP [SOP 97-2], if sufficient vendor-specific objective evidence does not
exist to determine the allocation of revenue (that is, vendor-specific objective
evidence of the fair value of each element in the arrangement), all revenue should
be deferred until sufficient vendor-specific objective evidence exists.
c.
"Multiple-Element Arrangements—Products and Services—Example 3" (appendix A)
of SOP 97-2 is replaced with the following amended example.
Multiple-Element Arrangements—Products and Services—Example 3

Facts
Assume the same transaction as described in "Multiple-Element ArrangementsProducts and Services —Example 1 , " except that the vendor never sells
implementation services separately. 1 The implementation services do not involve
1

The following transaction is described in Multiple-Element Arrangements —Products and

Services —Example 1:
A vendor has entered into an arrangement to provide a customer with its off-theshelf software product and related implementation services. The software and
service elements of the contract are stated separately, and the company has a
history of selling these services separately such that the revenue allocation criteria
of paragraphs 8 to 14 of this SOP [SOP 97-2] can be satisfied. The software
license fees are due under the company's normal trade terms, which are net thirty
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significant customization of the software. The software can be purchased
separately, and vendor-specific objective evidence exists for the fair value of the
software. However, no vendor-specific objective evidence of the fair value of the
implementation services exists, such as might be provided by separate sales of
implementation services. Also, no consistent pricing for software bundled with
implementation services exists, and therefore the fair value of the implementation
services cannot be inferred.
Revenue Recognition
The vendor should recognize all revenue from the arrangement over the ninety-day
period during which the services are expected to be performed, commencing with
delivery of the software product.
Discussion
Vendor-specific objective evidence to determine the fair value of the implementation
services does not exist. In the absence of vendor-specific objective evidence,
paragraph 67 of this SOP [SOP 97-2] requires that all revenue be recognized over
the period during which the implementation services are expected to be provided.
If software bundled with implementation services were priced consistently, the fair
value of the implementation services could be inferred by reference to the
difference between the fair value of consistently priced software bundled with
implementation services and the price of the software when sold separately.
d.
The following example is added to appendix A of SOP 97-2, following Multiple-Element
Arrangements —Products and Services —Example 3.
Multiple-Element Arrangement—Products and PCS—Example 1
Facts
A vendor sells software product A for $1,000. The license arrangement for product
A always includes one year of "free" PCS (postcontract customer support). The
annual renewal price of PCS is $150. Substantially all sales of product A with one
year of PCS are for $1,000.
Revenue Recognition
Of the $1,000, $850 should be allocated to the software element and recognized
upon delivery of the software element. The remaining $150 should be allocated to
the PCS element and recognized over the one-year service period.

days. The services are expected to be provided over the next ninety days and are
of the type performed routinely by the vendor. The features and functionality of the
software are not altered to more than a minor degree as a result of these services.
11

Discussion
Although no separate sales price exists for the software element, vendor-specific
objective evidence of its fair value ($850) can nonetheless be inferred by reference
to the difference between the fair values of the total arrangement ($1,000) and
renewal PCS ($150), which are supported independently by vendor-specific
objective evidence. In the fact pattern, vendor-specific objective evidence of the
total arrangement exists because the arrangement is consistently priced and sold
for $1,000. If the price of the bundled arrangement varied significantly, vendorspecific objective evidence of the fair value of the arrangement would not exist and
all revenue would be deferred and recognized over the PCS service period.
5.
All other provisions of SOP 97-2, including the remainder of paragraph 10, should be
applied as stated in SOP 97-2. Accordingly, this SOP does not alter the requirements that (a) any
allocation of the fee in a multiple-element arrangement to the various elements should be based
on the relative fair value of each element; (b) fair values must be supported by vendor-specific
objective evidence; and (c) in instances in which there is insufficient vendor-specific objective
evidence of the fair value of each element to allow for an allocation of revenue to each element,
all revenue from the arrangement should be deferred pursuant to paragraph 12 of SOP 97-2.

EFFECTIVE DATE AND TRANSITION
6.
This SOP is effective for transactions entered into in fiscal years beginning after December
15, 1998. Earlier adoption is permitted. If an enterprise had applied SOP 97-2 to transactions in
a period ending on or before March 3 1 , 1998, and did not change its accounting for those
transactions as a result of the issuance of SOP 98-4, amounts reported for those transactions in
financial statements or information issued after adoption of SOP 97-2 but before the effective date
of this SOP may be restated for the adoption of this SOP.

The provisions of this Statement need
not be applied to immaterial items.

BASIS FOR CONCLUSIONS
7.
Paragraph 10 of SOP 97-2 establishes that the fee in a multiple-element arrangement
should be allocated to the various elements based on vendor-specific objective evidence of fair
value of each element. The second sentence of paragraph 10 adds that evidence of vendor-specific
objective evidence of fair value is limited to the price charged when the same element is sold
separately or is to be sold separately.
8.
In developing the "unbundling" guidance in SOP 97-2, AcSEC emphasized the need for
vendor-specific objective evidence of each element's fair value to recognize revenue properly upon
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delivery of each element. That principle remains unchanged.
9.
AcSEC concluded that the best evidence of the fair value of an element is the price charged
for that element when it is sold separately. Some have argued, however, that when an element
is not sold separately, revenue recognition should not be precluded if the fair value of the element
can be determined by reference to other vendor-specific objective information.
10.
Financial Accounting Standards Board (FASB) Statement of Financial Accounting Concepts
No. 2, Qualitative Characteristics of Accounting Information, states the following in paragraphs
95 and 96.
Conservatism no longer requires deferring recognition of income beyond the time
that adequate evidence of its existence becomes available or justifies recognizing
losses before there is adequate evidence that they have been incurred.
The Board emphasizes that any attempt to understate results consistently is likely
to raise questions about the reliability and the integrity of information about those
results and will probably be self-defeating in the long run. That kind of reporting,
however well-intentioned, is not consistent with the desirable characteristics
described in this Statement. On the other hand, the Board also emphasizes that
imprudent reporting, such as may be reflected, for example, in overly optimistic
estimates of realization, is certainly no less inconsistent with those characteristics.
Bias in estimating components of earnings, whether overly conservative or
unconservative, usually influences the timing of earnings or losses rather than their
aggregate amount. As a result, unjustified excesses in either direction may mislead
one group of investors to the possible benefit or detriment of others.
11.
Subsequent to the issuance of SOP 97-2, brought to AcSEC's attention were several
examples of multiple-element arrangements in which the application of the limitations on vendorspecific objective evidence of fair value in paragraph 10 of SOP 97-2 would not allow "unbundling"
and, as a result, may produce an unduly conservative pattern of revenue recognition. Those
examples include the following.
•

Software is sold only, or substantially always, in combination with postcontract customer
support (PCS) or other elements, and vendor-specific objective evidence of the fair value of
the PCS or other elements and of the total arrangement exists. The restrictions in paragraph
10 of SOP 97-2 led some to the conclusion that vendor-specific objective evidence of fair value
does not exist for the software element because that element is not "sold separately."
Pursuant to paragraph 12 of SOP 97-2, revenue for the entire fee, representing the value of
both the software and PCS or other elements, would be recognized ratably over the period
during which the obligations are discharged, even if the software product has been delivered.

•

PCS or other elements are sold only, or substantially always, in combination with software in
transactions for which vendor-specific objective evidence of the fair value of the software and
of the total arrangement exists. Application of paragraph 10 of SOP 97-2 led some to the
conclusion that vendor-specific objective evidence of fair value does not exist for the PCS
element in such circumstances, because that element is not "sold separately" (nor has a price
been established in anticipation of separate introduction of PCS into the marketplace).
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Revenue for the entire fee would be recognized ratably over the period during which the PCS
obligations are discharged, even if the software product has been delivered.
•

Multi-year PCS is included in a multiple-element transaction in situations in which PCS renewals
are sold only for periods of one year. Paragraph 10 of SOP 97-2 could lead to the conclusion
that vendor-specific objective evidence does not exist for the multi-year PCS because PCS
renewals are "sold separately" only for one-year periods. Pursuant to paragraph 12 of SOP 972, revenue for the entire fee would be recognized ratably over the period during which the PCS
obligations are discharged.

AcSEC considered the guidance in paragraphs 95 and 96 of FASB Concepts Statement No. 2 and
certain examples of transactions as presented above. AcSEC concluded that, although the best
evidence of the fair value of an element is the price charged for that element when it is sold
separately, requiring deferral of recognition of revenue related to the delivered element when there
is sufficient other vendor-specific objective evidence of fair value to support the allocation of the
fee to the various elements is overly conservative. Therefore, AcSEC concluded that the second
sentences of paragraphs 10, 37, 4 1 , and 57 of SOP 97-2 should be rescinded.
12.
AcSEC notes that the requirement in the first sentence of paragraph 10 of SOP 97-2
remains in effect, that is, revenue from a multiple-element arrangement should be allocated to each
element on the basis of the fair value of that element. This allocation principle is consistent with
analogous provisions in other areas of accounting literature directed to multiple-element
arrangements. Paragraph 99 of SOP 97-2 cites the requirements of FASB Statement No. 45,
Accounting for Franchise Fee Revenue, as one such example. A further requirement imposed by
the first sentence of paragraph 10 of SOP 97-2 is that the amounts determined to be fair value
need to be supported by vendor-specific objective evidence. The basis for such a conclusion is set
forth in paragraph 100 of SOP 97-2.
13.
AcSEC also notes that there may be situations in which vendor-specific objective evidence
of the fair value of each element does not exist. Not all vendor-specific "evidence" is sufficiently
objective and reliable to support a conclusion as to the fair value of an element. For example,
amounts set forth for software products on a published price list may represent neither customary
sales prices nor a base from which customary sales prices can be derived, for example, by applying
established discounts. In the absence of consistent selling prices, vendor-specific objective
evidence may not exist.
14.
AcSEC considered whether to provide additional guidance in this SOP on what is
considered vendor-specific objective evidence of fair value. AcSEC concluded that any such
guidance might not adequately address all circumstances and, therefore, would produce
undesirable results in some circumstances.
Effective Date
15.
The effective dates of both SOP 97-2 and SOP 98-4 were transaction based.
therefore, appropriate for the effective date of this SOP to be transaction based.
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It is,

Transition
16.
Paragraph 92 of SOP 97-2 prohibits retroactive application but encourages early application
as of the beginning of a fiscal year or interim period for which financial statements or interim
information have not been issued. SOP 98-4 permitted entities that may have adopted SOP 97-2
early to restate previously issued financial statements or information to reflect simultaneous
adoption of SOP 97-2 and SOP 98-4. Entities that may have adopted SOP 97-2 early may not have
changed their accounting for transactions entered into before the effective date of SOP 98-4,
pending reconsideration of the provisions of SOP 97-2 that were deferred by SOP 98-4. AcSEC
believes that it is consistent with the transition provisions of SOP 98-4 to permit, rather than
require, such entities to restate amounts reported previously for transactions entered into in
periods ending on or before March 3 1 , 1998, to reflect the changes to SOP 97-2 that are made
by this SOP.
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